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OPI NI ON

Frank O Donnell, Sr. (hereafter "debtor") had been a customer of
Landmar k Bank of Fairview Heights! since 1979. On June 8, 1987, he
executed a prom ssory note to Landmark in the principal sum of
$119, 170. 27 (hereafter sonetinmes referred to as "first loan"). The
note was secured by an assignnent of the debtor's beneficial interest
in a land trust valued at $98,000. Under the terms of the note, the
debt or was obligated to pay interest on a quarterly basis, with the

first paynent due on Septenber 5, 1987, and the principal bal ance was

ILandmar k Bank of Illinois, now known as Magna Bank of St. Clair
County, N A, nerged with and succeeded Landmark Bank of Fairview
Hei ghts. For the sake of convenience, hereafter all references to
plaintiff shall be to "Landmark"” or to "bank."



to be paid in full at maturity six nonths |ater on Decenber 5, 1987.
The debtor made an interest paynent of $2,983.39 on COctober 13, 1987
on the first |oan.

When the note matured on Decenber 5, 1987, the debtor made an
i nterest paynent of $3,196.90 and Landmark renewed the note for
anot her six nonths. Under the terns of the renewal note, the debtor
was to make quarterly interest paynents, with the first paynent due
on March 5, 1988, and all accrued interest and princi pal due and
payable at maturity on June 5, 1988.2 The debtor nmade an interest
payment of $3,216.77 on March 24, 1988 on the first | oan.

On April 7, 1988, the debtor executed a second proni ssory note
to Landmark in the principal anpunt of $25,000 unsecured by any of
the debtor's assets (hereafter sonmetines referred to as "second
| oan"). According to its terns, the debtor was to make nonthly
i nterest paynents on the note, with the first paynent due on May 1,
1988, and the principal balance and any accrued interest were due at
maturity a year later on April 1, 1989.

When the first | oan matured on June 5, 1988, Landmark renewed
the note for approximately three nore years. Under the terns of the
renewal note, the debtor was to make quarterly paynents of principa
and interest in the anount of $3,578.46, with the first quarterly
payment due on COctober 1, 1988. All unpaid principal and accrued

interest were due and payable at maturity on July 1, 1991.

2On February 2, 1988, Landmark sent a letter to the debtor
requesting that he provide a recent financial statenent to satisfy
the requirenments of federal and state bank exam ners. The record
does not reflect whether the debtor submtted a financial statenent
in response to this letter.



On July 6, 1988, the debtor made interest paynents of $2,439.01
on the first |oan and $560.99 on the second |loan. On July 12, 1988,
t he debtor made interest paynents of $800.11 on the first |oan and
$237.72 on the second | oan.

On Decenber 14, 1988, Landmark prepared a letter to the debtor
and his wife declaring both |oans in default and advising the
O Donnells that all amunts owed on both | oans were i nmmedi ately due
and payable. The record does not reflect whether this letter was
ever mailed to the debtor.

On Decenber 23, 1988, the debtor namde interest paynents of
$3,578.46 and $1,019.45 on the first loan. On Decenber 29, 1988, he
made an interest paynment of $1,019.45 on the second | oan. on February
27, 1989, he made an interest paynment of $3,578.46 on the first |oan.
And, on March 17, 1989, he made an interest paynent of $788.89 and a
princi pal paynment of $211.11 on the second | oan.

At sonme tinme before April 1, 1989, when the second | oan was to
mat ure, Charles Cashner, who was then Landmark's senior vice-
president in charge of |ending, contacted debtor for the purpose of
obtaining current financial information fromhim Due to debtor's
reluctance to provide the financial information, M. Cashner
schedul ed an appointment with debtor at Landmark's offices on March
31, 1989. When debtor appeared at the appointed tinme, he and M.
Cashner conpleted a financial statenment for the debtor. Although the
handwiting on the financial statenent at issue is that of M.
Cashner, and M. Cashner conputed certain of the figures that appear
on its face, he conpleted the formthrough di scussion with the debtor

about his financial condition and through review with the debtor of



the assets and liabilities he had |isted on previous financi al
statements contained in his credit file at Landmark. After the
debtor and M. Cashner reviewed the financial statenment together at
| east two tinmes, the debtor signed the docunent and, in so doing,
warranted it to be true and conplete. The financial statenent

i ndi cated that debtor had a net worth totaling $1,355,470. |In fact,
debtor's net worth was at nost $955,470 due to his failure to

di scl ose at | east $400,000 in unsecured debt on the financi al
statenent.?

When the second | oan matured the next day, April 1, 1989,
Landmark renewed the note to July 1, 1991, corresponding with the
maturity date on the first loan. Under the ternms of the renewal of
the second | oan, the debtor was to pay only interest for two nonths,
foll owed by nmonthly paynents of $1,000 principal, plus interest,
until maturity. At maturity, all unpaid principal and accrued
i nterest was due and payabl e.

On April 5, 1989, the debtor nmade principal and interest
paynments totaling $3,578.46 on the first |oan and an interest paynent
of $291.18 on the second |l oan. The debtor made interest paynents of
$288.17 on May 2, 1989 and $278.88 on June 30, 1989 on the second

| oan. On August 9, 1989, the debtor made principal and interest

3The parties stipulated in the pretrial order that the debtor
failed to list unsecured debts totaling at |east $400,000 on the
financial statenment and that the debtor had a negative net worth at
the time he executed the financial statenment. However, the bank's
counsel subsequently represented to the Court during a tel ephonic
hearing that the only inaccuracy on the financial statenment was the
om ssion of at |east $400,000 in unsecured debt.

The parties also stipulated that the first |oan was in default
on March 31, 1989.



paynments totaling $3,578.46 on the first |loan and $1,270.27 on the
second | oan. On Septenber 1, 1989, the debtor made principal and
interest paynents totaling $1,277.49 on the second | oan.

On March 20, 1990, the debtor filed a petition for relief under
chapter 7 of the Bankruptcy Code, pronpting the bank to file the
cause of action before the Court today. The basis of the bank's
cause of action under 11 U S.C. section 523(a)(2)(B) is that the
financial statenment executed by the debtor on March 31, 1989 was
materially false due to the debtor's om ssion of at |east $400,000 in
unsecured debt fromthe financial statenent and that the bank relied
on the financial statement in "maintaining" the first loan and in
renewi ng the second | oan. The debtor died on Novenmber 16, 1990, and
his testinony is not available to the Court.

The Court begins its analysis with certain fundanentals
governing the plaintiff's burden in a dischargeability case. The
plaintiff nmust establish that the debt is nondi schargeabl e and has

t he burden on each el enent of its cause of action. In re Schm dt, 70

B.R 634, 638 (Bankr. N.D. Ind. 1986) (citing In re Kreps, 700 F. 2d

372, 376 (7th Cir. 1983)). It must prove each elenent by a

preponderance of the evidence. Gogan v. Garner, 498 U S. 279, 286-

91 (1991). Additionally, exceptions to dischargeability are to be

narrowy construed in keeping with the Bankruptcy Code's policy of

fostering a fresh start for the bankrupt. E.g., In re Schmdt, 70
B.R at 638.
Section 523(a)(2)(B) of the Bankruptcy Code provides:
(a) A discharge under section 727 .

of this title does not discharge an indivfddal
debtor from any debt--



'(2) for nmoney, property, services,
or an extension, renewal, or refinancing of
credit, to the extent obtained by--
(B) wuse of a statenent in
writing--
(i) that is materially
fal se;
(ii) respecting the
debtor's or an insider's financial condition;
on which the creditor to whomthe debtor is
i able for such noney, property, services, or
credit reasonably relied; and
(iv)that the debtor
caused to be nade or published with intent to
decei ve .
11 U.S.C. 8523(a)(2)(B) (enphasis added). Accordingly, in addition
to the six elenents that the bank nust prove with respect to the
financial statement itself,4 it nmust also show that the debtor
obt ai ned noney, property, services, or an extension, renewal, or
refinancing of credit using the financial statement. While it is
clear that the debtor obtained a renewal of the second | oan on April
1, 1989, the question of whether the debtor obtained an extension of
credit with respect to the first loan is decidedly nurky.

The bank renewed the first |oan on June 5, 1988, for a period of
approxi mately three years ending on July 1, 1991. When the debtor
tendered the financial statenent on March 31, 1989, the bank neither
advanced new noney, property or services to the debtor nor renewed or
refinanced his existing loan. Thus, if the bank is to prevail as to

the first loan, it must prove that its actions as to this |oan

“The el enments are: (1) the debtor made (2) with intent to
deceive (3) a materially false (4) statenent in witing (5)
respecting the debtor's or an insider's financial condition (6) on
which the creditor reasonably relied. E.g., In re Harasymw, 895 F.
2d 1170, 1172 (7th Cir. 1990).




constituted an extension of credit.

The Court has reviewed the two lines of authority respectively
supporting or refuting the proposition that a creditor's forbearance
fromenforcing its collection rights is an extension of credit within
t he meani ng of section 523(a)(2) of the Bankruptcy Code.> See, e.qg.,
In re Gerlach, 897 F. 2d 1048, 1050 (10th Cir. 1990); In re Chapnan,

No. 91-C6001, 1991 W 247602, at *3-4 (N.D. Ill. Nov. 18, 1991); |n
re Cerar, 97 B.R 447, 450-51 (C.D. Il1l. 1989); In re Marx, 138 B.R

633, 636 (Bankr. MD. Fla. 1992); In re Hoffman, 80 B.R at 926-27;
In re Mancini, 77 B.R 913, 915-16 (Bankr. MD. Fla. 1987); In re

Fields, 44 B.R at 329; In re Eaton, 41 B.R 800, 802-03 (Bankr. E.D.

Ws. 1984) (all holding that forbearance does constitute an extension

of credit within the nmeaning of section 523(a)(2)); In re Schmdt, 70

B.R at 644-45; |In re Bacher, 47 B.R 825, 829 (Bankr. E.D. Pa. 1985)

(both hol ding that forbearance does not constitute an extension of
credit within the neaning of section 523(a)(2)). It finds persuasive
that |ine of reasoning which holds that a creditor who has given up
or deferred valuable collection rights has, in fact, extended credit.
However, the Court also recognizes that it is a sinple matter, when
the course of events takes a different turn than had been hoped, for

a creditor to relabel inaction or acqui escence as forbearance.

SAn extension of credit within the neaning of section 523(a)(2)
has been defined as "an indul gence by a creditor giving his debtor
further tinme to pay an existing debt,” In re Fields, 44 B.R 322, 329
(Bankr. S.D. Fla. 1984) (quoting State v. Mestayer, 80 So. 891, 892
(La. 1919)), or "a lengthening of credit, i.e., a creditor's agreeing
to forego the enforcement of a contractual right to collect on a debt
for some defined or undefined period of tinme." |In re Hoffman, 80
B.R 924, 926-27 (Bankr. N.D. IIl. 1988) (citing Black's Law
Dictionary 523 (5th ed. 1979)).




Accordingly, the Court will require proof of overt acts to support a
creditor's claimthat forbearance has occurred in exchange for tender
of a financial statenent.

In the instant case, the evidence reflects that in Decenber,
1988, the bank may have consi dered accelerating and calling both
| oans, and that a letter of default was prepared by the bank on
Decenmber 14, 1988. However, the record is unclear as to what
happened next. M. Cashner testified as follows about the events in
Decenber, 1988:6

Question: All right. Now, did you ever
consider calling M. O Donnell's | oans?

Answer . Yes.
Question: Did you ever call his |oans?
Answer : | don't remenber.

Questi on: Did you ever wite hima
default letter?

Answer: | don't remenber.

Question: Let nme hand you what has been
mar ked as Defendant's Exhibit Number 7
(indicating) and ask you if that refreshes your
recollection as to whether or not you ever
wrote hima default letter.

Answer: This is unsigned so, it is
unclear to me whether or not this was ever

mai led or not. It appears that it was, because
it has a certified mail receipt on it.
However, it is an unsigned copy. | can't

renenber if that was nmiled or not.

Question: Well, whether you agree that it
was nailed or not, you certainly agree that you
had it typed up to send out?

6Charl es Cashner's deposition taken August 4, 1993 was admitted
into evidence by agreenent of the parties.



Answer : That's correct.

Question: And that was in Decenber

1988, is that right?

Answer : Yes.

Question: So, in Decenber of 1988, you
felt unconfortable enough about M. O Donnell's
| oan at |east to prepare and have typed up a

default letter and assign a certified mai

return recei pt requested slip?

Answer : Yes.

(Tr. at 65-66.) Thus, the Court is left to guess whether or not the

bank had decided to accelerate and call the loan and, if the decision

to accelerate was nmade, why the bank ultimately did not accelerate

and call the loan. 1In any event, there is no evidence in the record

i nking the bank's decision to the debtor's tender

statement sone three nonths | ater.

of the fi nanci al

In fact, the only evidence showi ng the bank abandoned coll ection

efforts on the first loan is found in the foll ow ng passages from M.

Cashner's deposition:

Question: Did you advise or tell

O Donnell that the bank was requiring a
fi nancial statenment in order for himto

mai ntain his loan with the bank?

Answer : Yes, | did.

Fr ank

Question: Or to consider renewing his |oan

with the bank?
Answer : Yes.

Question: You have indicated that

O Donnell had a series of delinquencies wth
t he bank, and | believe that that was at the
time he gave the financial statenent which was
mar ked as Exhibit Nunber 5. Did the bank have
a plan of action to collect this debt at that

time, or was the bank considering any

collection action at the tinme that Frank



O Donnel |l gave the financial statenent marked
as Exhibit Number 5 to the bank?

Answer: Frank O Donnell had begun to
establish a history of breaking promses with
t he bank. He was continuing to be delinquent
on a regular basis on the first note, the
| arger note, for $119,000. He had also failed
to pay off the $25,000 note within a 90 to 120-
day period of tinme in which he had prom sed
earlier. | was concerned about his continuing
ability to eventually re-pay [sic] both of
t hese debts.
Question: Did you advise M. O Donnel
that the bank was considering collection
action?
Answer:  Yes.
(Tr. at 10, 13-14.) The Court is troubled by the generality of these
statements. O course, bankers "consider"” collection action as one
of several alternatives whenever a loan is in default. However, the
fact that this alternative is contenpl ated does not nmean that the
creditor has nade the decision to proceed with collection. Her e,
the Court is unable to find that credit was extended to the debtor on
the first loan in the absence of evidence showing that the creditor,
after deciding upon or taking steps toward collection, either
refrained, or agreed to refrain, fromexercising those rights.
Mor eover, the bank has failed to prove the el ement of reliance
with respect to the first |oan. The Court does not credit M.
Cashner's testinmony to the extent it suggests that the bank did not
take collection action based on the fal se assurance it received from
the debtor's financial statenent. As noted above, M. Cashner
testified at his deposition that, at the tinme the financial statenent
was tendered, the debtor "was continuing to be delinquent on a

regul ar basis on the first note . . . ." (Tr. at 14.) However, the



record does not bear this out. Instead, the record reflects that
when the first note was renewed for a second tinme on June 5, 1988,
the ternms of repaynment were changed to require the debtor to pay the
sum certain of $3,578.46 each quarter, beginning on Cctober 1, 1988,
until maturity on July 1, 1991. Followi ng the June 5, 1988 renewal,
t he debtor made paynents on the first | oan totaling $3,239.12 in
July, 1988; $4,597.91 in Decenber, 1988; $3,578.46 in February, 1989;
$3,578.46 in April, 1989; and $3,578.46 in August, 1989.7
Accordingly, rather than continuing to be delinquent on a regular
basis, it appears that the debtor was paying essentially as prom sed
at the time that the financial statement was tendered. The foll ow ng
passage from M. Cashner's deposition supports this proposition:

Question: Okay. Wat we are having a
problem wi th when you say "nore quickly"” is --
| see a loan initiated in 1987 where the only
thing that is ever paid on it is interest,
except one big pop on principal. You say "nore
qui ckly.” 1 don't understand what "nore
qui ckly" means when we say that. Aren't you
really saying, sir, that what you wanted himto
do was start naking periodic principal paynments
on a regul ar basis?

Answer: M. O Donnell was in a business
that did not provide himw th a steady stream
of incone |like being a banker where | am paid
every two weeks. He was a real estate
devel oper and his income came in |lunp suns that
were unpredictable. M. O Donnell preferred to
re-pay [sic] his | oans on an unschedul ed basis
and we tried to accommodate his request. \Wen
it becane clear that he was not voluntarily re-
paying [sic] the | oans over a reasonable period
of time, then | began to nove himtoward a
direction of establishing a nore schedul ed
repaynent pl an.

The Court takes judicial notice of the fact that banking
practice is to post undesignated paynents first to interest, rather
t han principal, reduction.



Question: In followup to that then, is
the $426.82 or $428.82 paid on April 6th what
you were hoping to be the periodic paynent that
you would receive fromhimon this loan, or is
that just the proceeds of sonme anmount of npney
that he got at that particular point in tine?

Ms. Grandy: If you can recall.
Answer: Well, according to the history,

it is a scheduled principal paynment. Whet her

or not | was personally satisfied that that was

a sufficient repaynent plan for the bank at

that time, | don't recall. | am nmaking the

assumption that I would have preferred that he

made | arger principal reductions at that tinme,

but was probably satisfied that we had

convinced M. O Donnell to at |east begin

maki ng this amount of principal reduction on it

on a schedul ed basis.
(Tr. at 41-43.) Clearly then, the bank has not shown by a
preponderance of the evidence that it relied on the financial
statenment in forgoing collection on the first note. Rather, the
greater weight of evidence reveals that when the financial statenment
was tendered and the second | oan renewed, the bank was satisfied
with, or at |east resigned to, the debtor's paynent efforts on the
first |oan.

Moreover, with respect to the bank's renewal of the second note,

the bank has failed to prove that the financial statenent was

materially false. "Material falsity has been defined as 'an
i nportant or substantial untruth.' A recurring gui depost used by
courts has been to exam ne whether the | ender would have made the

| oan had he known of the debtor's true financial condition." |In re
Bogstad, 779 F. 2d 370, 375 (7th Cir. 1985) (citations omtted). See

also Inre Niemec, 60 B.R 737, 740-41 (Bankr. N.D. I11. 1986)

(adopting same test of material falsity).



The bank contends that had it known of the unsecured debt
excess of $400, 000 which the debtor omtted fromthe financi al

statenment, it would not have renewed the $25,6000 | oan on Apri

1989. However, this argument finds no support in M. Cashner's

testimony. M. Cashner testified as follows concerning the
materiality of the om ssion:

Question: WAs there anything in his
financial statenent that you relied upon that
woul d have caused the bank not to take any
collection action at that tinme?

Answer: | was concerned that Frank
O Donnell was continuing to be delinquent, and
| wanted to specifically |earn about his
sources of cash flow, his continuing
obl i gations concerning all of his direct
liabilities, and potential obligations under
contingent liabilities. W spent a great deal
of time putting together this financial
st at ement maki ng sure not hing was forgotten
We were prepared to give himnore tine to re-
pay [sic] these debts, but at sonme point in
time, if he wasn't able to keep hinself
current, | was concerned about the unsecured
nature of this note. W were also concerned
that the collateral did not fully secure the
| arger note. | was concerned about my position
relative to other creditors and what ability I
woul d have in the future to collect a
deficiency from Frank O Donnel |

Question: Did that financial statement

gi ve you any reason to believe that you would
be able to collect a deficiency?

Answer: After going through this
statenent, it shows that assets exceed
liabilities by over $1,300,000 on total assets
of $1,800,000. So it clearly showed that there
was a significant margi n between his assets and
liabilities, which communi cated to ne that
Frank O Donnell could confortably re-pay [sic]
the debt to the bank.

Questi on: M. O Donnell |isted on his

in

1,



bankrupt cy Schedul e A-3 approxi mately $440, 000
in unsecured debt which do not appear to appear
on that financial statenent.

Question: It woul d have nade a di fference
to you if he had included $440, 000 worth of
unsecured debt at the time you revi ewed t hat
financial statenment marked as Exhibit Nunmber 5?

Answer : Yes.
Question: Wy is that?

Answer: Well, at that point, if we woul d
have accel erated the repaynent of the debt in
guesti on, we woul d have had a hi gher |i kel i hood
of collectingthat debt versus all owi ng hi mto
conti nue to accunul at e nore debt and gi vi ng ot her
creditors nore tinme in securingthe avail abl e
assets of Frank O Donnel | versus pl edgi ng t hose
assets to Landmark Bank.

Question: Inyour conversations that you
have stated you had with Frank O Donnell to
collect this debt due to the fact that he was
continual | y del i nquent i n maki ng hi s paynents,
al t hough paynments are reflectedin his history,
didyou, infact, request Frank O Donnell to give
you a fi nanci al statenent of the type in Exhibit
Number 5 which is the bank form one?

Answer: Yes.

Question: Andis it accurate to say that
based upon your review of that financial
statenment, you felt that in the event Frank
O Donnell totally quit maki ng paynents, there
wer e assets avail abl e to recover this | oan fronf

Answer : Yes.

Question: Is it fair to say from your
conversations with M. O Donnel |l that at thetine
you t ook this financial statenment in 1989, you
felt he may have had troubl e payi ng sonme of his
ot her debts as well?

Answer : It was a concern that | had.

Question: But youwere confortablew th his
assets on the financial statenment, is that



correct?
Answer : Yes. His financial statenent
exhibited the ability to neet all of his
obligations in the |ong run.
(Tr. at 14-15, 16-17, 68-69, 71)
Not abl y, al t hough M. Cashner testified that he took confort from
t he debtor's financial statement in decidingtorenewthe second | oan,
he never testified that he woul d not have renewed t he second | oan had
he known the true state of affairs. Infact, evenwith theinclusion
of the additional debt of at | east $400, 000, t he debtor's net worth on
t he fi nancial statenment still woul d have been appr oxi mat el y $955, 470.
The Court finds it incredible that the bank woul d have refused to renew
a %$25,000 loan to a long tinme custoner with a net worth of this

magni t ude.

See Order entered this date.

/sl Kenneth J. Meyers

U. S. BANKRUPTCY JUDGE

ENTERED: FEebruary 24, 1994




